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Withholding Tax Deferral on
Profits Used by Overseas Inves-
tors for Direct Investment

Vivian Yao / Frances Gu, Rod| & Partner Shanghai, China

In the past, if retained earnings of a foreign invested company
were used to increase the registered capital, this transaction
was deemed as a profit distribution triggering withholding tax
on dividends. The same applied when the retained earnings
served for the establishment of a sister company in China. This
is going to be changed according to a newly issued govern-
ment circular:

Following the Circular of the Chinese State Council on Several
Measures to Boost the Growth of Foreign Investment (Guo Fa
[2017] No. 39), four authorities including the Ministry of Fi-
nance and the State Administration of Taxation (“SAT") jointly
published the Circular “Cai Shui [2017] No. 88" (“Circular
88") on December 21, 2017 to specify the deferral of with-
holding tax liabilities on profits used by overseas investors for
further direct investment in China.

Effective from January 1, 2017, foreign investor’s profits from
resident enterprises in China that are directly reinvested in
encouraged investment projects will be entitled to the tax
deferral and accordingly be temporarily exempted from with-
holding tax obligations, if relevant preconditions are fulfilled.
The tax deferral policy will significantly ease the tax burden of
foreign enterprises for their reinvestment in China without
doubt and correspondingly motivate foreign enterprises to
leave profits in China in a longer term.

Preconditions

According to the Circular 88, to enjoy the tax deferral policy,
the following four preconditions must be met:

B The investment must be made in the form of direct in-
vestment, including equity investment like capital in-
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crease, new enterprise incorporation and share acquisition
by overseas investor, but excluding the capital increase,
conversion into share capital, share acquisition of
listed companies and share acquisition in related par-
ties;

B Profits should be realized retained earnings that have been
declared to be used for reinvestment;

B Funds (assets) for re-investment must be directly trans-
ferred to the account of invested party or share transferor,
and may not be circulated in other domestic or overseas
accounts;

B The re-investment must be made in the industries that fall
into the encouraged investment projects listed in the
“Catalogue for the Guidance of Foreign Investment Indus-
tries” or the “Catalog of Priority Industries for Foreign In-
vestment in the Central-Western Region”.

Withholding Obligation and Follow-Up Administration

Taxpayers are the overseas investors. The withholding agents
are the subsidiaries that are deemed to distribute profits.
Therefore, if the overseas investors want to apply for the pref-
erential tax deferral treatment, they need to rely on the with-
holding agents to make the relevant process as follows:

B Foreign investors are responsible for providing the relevant
supporting documents regarding its qualification for enjoy-
ing the preferential policy for the domestic enterprises;

B If the preconditions are assessed as being met to entitle
the foreign investors for the benefits, the domestic enter-
prises shall perform the filing procedures at their compe-
tent tax authorities;

B If the tax authority verifies that the overseas investors do
not meet the preconditions during the follow-up admin-
istration, it shall be subject to late payment fees for the
overdue tax payment.

In addition, since the tax benefit is only tax deferral instead of
exemption, the timing of tax liability is deferred to the time
when the overseas investors actually recover the above rein-
vestment. This means that the deferred tax should be declared
and settled within 7 days after actual receipt of payment,
when the overseas investors recover the direct reinvestment
through share transfer, stock repurchase, liquidation or other
ways. If the relevant transaction meets the conditions of special
tax treatment for re-organization, the tax deferral policy can
still be enjoyed.

Retroactive Implementation

The tax deferral policy shall be implemented retroactively from
January 1, 2017, i.e. it is applicable to the direct reinvestment
contributed by profits after January 1, 2017. If an overseas
investor is eligible for but does not enjoy such preferential
policy in fact, it could file an application for re-enjoying the
policy within three years from the date the relevant tax pay-
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Broadening horizons

., We must be continuously on alert for new developments to be able to master challenges
in the best possible way. With curiosity and an innovative approach, we are creating for-
wara-looking solutions.
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., The building of human towers requires each team member to again and again attempt
something new. In this way, we are able to rise above the challenge together. ”
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ment is made in practice to get tax being refunded.
Our Observation

Referring to the preconditions stipulated in the Circular 88, it
can be noted that undistributed profits retained before the
issuance of the Circular 88 can also be applied to the tax defer-
ral treatment.

It is worth to note that foreign investors who have received
dividends from a subsidiary in China to reinvest in 2017 may
not apply for the tax refund. According to the Circular, if profit
has been paid to the offshore bank accounts of the investor, it
does not qualify to enjoy the tax deferral policy. The Circular
clarified that the profit shall not leave China and shall directly
be used for the reinvestment.

Circular 88 has not yet specified the documents to be prepared
for enjoying the benefits and record filing procedures should
be undertaken during the transaction process. It is expected

that the SAT will promulgate more detailed administration
rules in the future to clarify these practical problems.
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Each and every person counts” — to the Castellers and to us.

Human towers symbolise in a unique way the Rodl & Partner corporate culture.
They personify our philosophy of solidarity, balance, courage and team spirit.
They stand for the growth that is based on own resources, the growth which has
made Rodl & Partner the company we are today. ,Forca, Equilibri, Valor i Seny”
(strength, equilibrium, valour and common sense) is the Catalan motto of all
Castellers, describing their fundamental values very accurately. It is to our liking
and also reflects our mentality. Therefore Rodl & Partner embarked on a collabo-
rative journey with the representatives of this long-standing tradition of human
towers — Castellers de Barcelona — in May 2011. The association from Barcelona
stands, among many other things, for this intangible cultural heritage.

This Newsletter offers non-binding information and is intended for general information pur-
poses only. It is not intended as legal, tax or business administration advice and cannot be
relied upon as individual advice. When compiling this Newsletter and the information includ-
ed herein, Rédl & Partner used every endeavour to observe due diligence as best as possible,
nevertheless Rodl & Partner cannot be held liable for the correctness, up-to-date content or
completeness of the presented information.

The information included herein does not relate to any specific case of an individual or a legal
entity, therefore, it is advised that professional advice on individual cases is always sought.
RodI & Partner assumes no responsibility for decisions made by the reader based on this
Newsletter. Should you have further questions please contact Rodl & Partner contact persons.


mailto:frances.gu@roedl.pro
mailto:frances.gu@roedl.pro

